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Methodology adopted for asset valuation is important to know how comparable the rates of profit are 
over time and between companies. Higher profitability calculated on the basis of book value of 
assets or historical cost basis may in fact conceal the erosion of the value of investment due to 
inflation over time.  On the other hand, technical advancement may have significantly reduced the 
replacement cost of assets. Consequently, new comers in the industry may appear to be doing better 
compared to the existing firms if they do not adopt replacement cost valuation of assets.  However, 
replacement value may differ if individual components of a facility are replaced separately from the 
replacement cost for the entire facility. Replacement cost is not just cost of reproducing the existing 
plant or plant in question. When replaced in its entirety new features are sometimes added and the 
facility may work better. In either case, replacement cost may in some cases be larger than the net 
present value of the future stream of income (NPV) from the existing plant or the net resale value 
(NRV) of that.  In such cases, calculation of profit on the basis of replacement cost would 
underestimate the performance of such firms. In order to address such issues of comparative 
performance assessment an increasing number of economists, policy makers and accountants have 
recommended the use of deprival value method for valuation of assets. The deprival value is the 
lesser of the depreciated replacement cost and economic value of assets to the business. The 
economic value, in turn, is larger of the NPV and the NRV. This paper presents a comparative 
picture of the major asset valuation methods and discusses their relevance in context of the 
Government Trading Enterprises of Bangladesh. 
 
The author is a professor of Economics at the AIUB. He is grateful to Professor Anwar Hossain, Dr 
Shahidul Islam and Dr Sheikh T .Selim for their very valuable comments on an earlier draft of the 
paper. However,, the author alone is responsible for the remaining shortcomings   3
1. Introduction 
Economic development requires the discovery of new resources and using the existing resources 
more efficiently. An adequate assessment of efficiency gains, in turn, requires appropriate asset 
valuation for calculation of a range of financial, operational and economic indicators. All business 
enterprises, irrespective of public or private ownership, must consider the following questions among 
others to be able to take appropriate policy decisions: 
¾  How efficiently were the resources used? 
¾  Was the profit resulted from market power? 
¾  How comparable are the rates of profit over time and between companies? 
¾  Does higher profitability represent higher performance level? 
In the absence of an appropriate asset valuation, accounting measures such as rate of return on assets 
(ROA) may not be comparable because of the effects of inflation on asset prices and technological 
obsolesces and advancements. As a result such measures do not signal economic efficiency.  
Private sector industries are diversely owned and consequently lack of comparability of ROA may 
not be a matter of concern as much as it is in the case of Government Trading Enterprises (GTEs). 
Resources involved in the GTEs of Bangladesh are owned by the people of Bangladesh. People 
therefore need to know the real worth of a particular enterprise and whether the profitability or lack 
of it recorded in their books are based on a uniform methodology. The uniformity in asset valuation 
is also necessary to decide which particular enterprise should be disposed off and at what price. This 
is particularly important in context of the present Government’s declared policy of gradually 
privatising the GTEs. This paper therefore focuses attention on the asset valuation approaches with 
respect to the GTEs of Bangladesh. 
Bangladesh has a significant number of public sector enterprises either fully corporatised such as 
Biman Bangladesh Airlines, Sonali Bank, Janata Bank and Agrani Bank or not yet corporatised such 
as Bangladesh Post, Telephone and Telegraph (T&T)
1 and Bangladesh Railway. In assessing 
whether these enterprises are performing well or whether these enterprises are earning the expected 
rate of return it is important to know what the value of assets that these enterprises hold is. 
                                                 
1  However, the government has recently declared its intention of converting the T&T into a corporation.   4
To my knowledge there has not been any attempt in Bangladesh on adopting any uniform asset 
valuation approach. This paper presents a comparative picture of the major asset valuation methods 
and discusses their relevance in context of the GTEs of Bangladesh.  
Section 2 of the paper discusses the various methods of asset valuation. The appropriate application 
of these methods is discussed in section 3. Section 4 deals with how to determine the book value of 
assets in a GTE that has been recently corporatised. Finally, the summary and conclusions are given 
in section 5. 
2.  Approaches to Asset Valuation 
The most widely discussed methodologies for asset valuations are the historical cost (HC) method, 
the replacement cost (RC) method and the deprival value (DV) method. While each of these methods 
has industry specific variants, the division between them is not absolute. For example, the DV 
method would be the same as the RC method where an entity would replace an asset, if deprived of 
it. Also, in the absence of inflation and technological changes, the HC method would be the same as 
the RC approach. 
It will be clear from the discussion below that the choice of methodology largely depends on the 
purpose of asset valuation and the nature of the assets under consideration. 
2.1  Historical Cost Method 
This method measures the value of the assets at their depreciated original cost of purchase and 
includes allowances for funds used during installation. The major attraction of this method is its 
simplicity and administrative ease. However, the HC method ignores the underlying change in asset 
prices and distorts the rate of return (ROA) calculations. The distortion arises as returns on the book 
value of assets vary between firms and between various divisions of a single firm, simply because of 
variations in dates when a firm or division acquired its fixed assets. The firm that acquired its assets 
some time ago, at deflated price in today's terms, would compare more favourably with a firm that 
acquired its fixed assets recently. In order to overcome this problem, a common basis for ROA 
calculations can be established by expressing all values in terms of current prices. This aspect is 
discussed below. 
Inflation adjusted asset valuation   5
Professor Stigler (1963) suggested the following procedure to reflect the current worth of a 
company. Let assets be divided into three groups: 
 W   =  working capital, in book (and hence current price) values; 
 I     = inventories, in book values; and 
 F    = fixed assets, in book (and hence historical) values. 
The assets of an enterprise in current values would be 
  W + IPI + FPF          (1) 
where PI is a price index which converts historical into current values for inventories, and  PF is a 
similar index for fixed assets. As earnings (EBIT) are already in current values, the current price rate 
of return is 
  ROR = EBIT/ (W + IP1 + FPF)      (2) 
The rate of return in equation 2 is comparable with the ROA calculated by expressing all entries in 
the right hand side of equation 2 at constant prices. 
2.2  Replacement Cost Method 
This method measures the current cost of replacing an existing asset with a modern equivalent 
asset. It is not just reproducing the existing asset at current prices.
2 Weiss (1971) question the 
economic rationale of basing value on “the cost of reproducing the same plant at current 
prices even if the plant was out of date and no one would think of actually reproducing it.”
 3 
When replaced in its entirety new features are sometimes added and the facility may work 
better. Temple-Heald (1991) favours the use of the RC method for performance monitoring of 
the GTEs. According to this study the depreciated current replacement cost “valuation 
systems are  widely regarded as providing more relevant measures of costs for the purposes of 
decision making than do historic cost systems.”
4  
                                                 
2  Reproduction cost ignores technical progress and, as a result, would be larger than the HC in an inflationary world. 
Replacement cost may, however, be lower than the HC because of technical progress. 
3  Weiss (1971, p.110). 
4  Temple-Heald (1991), p.4.   6
This method effectively solves the problems associated with inflation and technological 
changes but it does little to resolve the problem of over-capitalisation, as it values excess 
capacity in the same way as fully utilised capacity. This is a standard problem of optimisation 
which must be addressed by any valuation procedure.
5  The depreciated optimised 
replacement cost (DORC) method would be very close to the modified deprival value (MDV) 
method discussed in section 4.3. 
2.3  The Deprival Valuation Method 
The term ‘deprival value’ was coined by Baxter (1971) although the concept of DV traces back to 
the work of Bonbright (1937) on valuation in insurance for indemnification purposes. 
“The value of a property to its owner is identical in amount with the 
adverse value of the entire loss, direct or indirect, that the owner might 
expect to suffer if he were to be deprived of the property” (through theft, 
fire or whatever). [Bonbright (1937), p.71] 
For example, if a machine is insured for its ‘full value’, what is that value? In other words, what is 
the least amount of money that the insurer must pay the owner of the insured asset to indemnify him 
or her? 
To answer this question three factors need to be considered. First, the RC of the machine i.e. the cost 
of a subjectively equivalent used machine. Secondly, the NRV of the machine at the time it was 
stolen or damaged and thirdly, NPV of the income stream which would have been generated from 
the machine. The insurer, of course, would not pay more than necessary. Thus, the most the insurer 
is likely to pay is the RC of the insure asset. The asset owner would then spend the full amount or 
part of it to replace the stolen or damaged machine or for any other purposes (if s/he wants to give up 
this business). However, the insurer would like to be sure that s/he does not over-compensate for the 
loss suffered by the insured. This may happen if the insured machine was, in fact, of no value to its 
owner or a value lower than the RC of the machine. This is known as the best deployed value of the 
asset.’ 
The best deployed value of the machine to its owner is the higher of the two amounts, NPV and 
NRV because: 
  if       NPV > NRV 
                                                 
5  King (1996), p.17.   7
the owner might have used the machine to generate cash flows equivalent to NPV; and 
  if  NRV > NPV 
the owner would have sold the machine at the time of its being stolen or damaged. Consequently, the 
insurer would rightly consider that if the ‘best deployed value’ (i.e. the larger of the NPV and NRV) 
was in fact lower than the RC of the insured machine i.e. if the owner was, in fact, ‘stuck with the 
machine’ then the payment required to indemnify the insured is only the amount of that ‘best 
deployed value’ and not the RC of the machine. 
The Bombsight’s idea of the deprival value is summarised in equation 3. 
  DV = min [RC, max (NPV, NRV)]            (3) 
The following table represents how to determine the DV of an asset. 
Table 1:  Example of the Derivation of Deprival Value 
Cases RC  NPV NRV  ODV 
1  10 30 30 10 
2  10 30 20 10 
3  20 10 30 20 
4  20 30 10 20 
5  30 20 10 20 
6  30 10 20 20 
 
The table shows that the DV is the lesser of the depreciated replacement cost and economic value of assets 
to the business. The economic value, in turn, is larger of the net present value of the future stream of benefit 
from the assets (NPV) and the net realisable value of the asset (NRV). 
Economically, the value of assets equals the present value of future net cash flows. In a monopoly situation, 
however, the monopolist's ability to charge a higher than competitive price may lead to an over-valuation of 
assets. The DV provides an estimate of asset valuation under competitive market conditions. The DV is   8
considered to be the most preferred option for asset valuation. First, because the capital market determines 
asset values on the basis of their expected future cash flows and secondly, prices which influence an entity’s 
expected future cash flow are effectively capped at a level reflecting the entry cost of efficient new 
producers. The cap works through optimisation and the use of the lower of the two prices, RC and NRV or 
NPV where the entity would replace the asset and the use of the salvage value of assets where the entity 
would not replace the assets.
6 
Bonbright et al (1988) contrast the difference between current cost and current value methodologies: 
The cost-based rationale is that the original costs have lost significance because they no 
longer reflect, in terms of dollars of current purchasing power, the net  financial sacrifice 
for which investors are still entitled to fair compensation under a cost-of-service principle 
of rate control…..The vale-based rationale is that the original costs have lost significance 
because they no longer reflect the current values of assets devoted to the public service 
and hence an allowed annual return on the original cost would not even crudely measure 
annual service value of the assets to the consuming public. (P.216) 
Following recommendations of the Industry Commission (Australia) (1994)
7 The National Grid 
Management Council (NGMC) in Australia and the Electric Transmission and Distribution Systems in New 
Zealand have adopted the DV approach. However, the method has been criticised by a number of authors 
including King (1996), Murray Wells (1996), Johnstone and Gaffikin (1995) and Lawrey (1994). The 
Independent Pricing and Regulatory Tribunal of New South Wales (IPART) also rejected the DV as a 
valuation approach. The IPART found that the DV approach was unsuitable for price regulation of 
monopolies where assets would not be replaced if deprived of and where the assets do not have a market.
 8  
By contrast, Professor Henry Ergas, Geoff Swier and others have strongly supported the DV procedure. 
According to these proponents, the DV may have some theoretical weaknesses but is better than the known 
alternatives. However, they agree that it can be relatively costly process if values are disputed.
9 
2.4  Summary of Characteristics of Approaches to Asset Valuation  
A summary of characteristics of approaches to asset valuation are presented below: 
                                                 
6  The DV is sometimes presented as optimised deprival value (ODV). The process of determining the deprival value of assets 
involves the engineering optimisation of the system and its components.  
7  Steering Committee on National Performance Monitoring of Government Trading Enterprises, Industry 
Commission,(1994): Guidelines on Accounting Policy for Valuation of Assets of Government Trading Enterprises, 
Melbourne, Australia. 
8  Tom Perry in ACCC (1996), p.12. 
9 Troughton, Swier and Associates (1996),  p.50.   9
Table 1:  Summary of Characteristics of Approaches to Asset Valuation 
Study  Approach  Remark (if any) 
Stigler, G (1963)  Recognised the inappropriateness of the HC 
approach for rate comparison purposes. 
Recommended application of price indices to 
reflect the current  worth of a firm. 





Temple-Heald (1991) Recommended the use of RC method for asset  
valuation. 
RC may sometimes
be larger than NRV 
or NRV. 
Weiss (1971)  Viewed that the cost of reproducing an asset is 
economically unjustified to be the value of asset base
 
Bonbright, et al 
(1988),  
Bonbright (1937) 
Advocates the use of DV method for asset valuation.   
Industry Commission
(Australia) (1994),  
Henry Ergas,(1996)  
Geoff Swier (1996) 
Recommended the adoption of the DV method. It 
provides the best of the available methods. 
 
King (1996), Murray 
(1996), Johnstone and
Gaffikin (1995) and 
Lawrey (1994). 
IPART 
Do not recommend the use of the DV. The main 
criticism is that the DV method is subjective in 
nature and is not free from circularity argument. 
 
King (1996)  Suggests that scrap valuation provides better 
allocative efficiency for existing sunk assets 




   10
3.  Appropriate Use of Asset Valuation Methodologies 
There is no generalised methodology for asset valuation. Arguments for and against different 
methodologies have centred around a number of standard economic goals, such as, performance 
monitoring or ROA calculations, appropriate depreciation allowances, incentive for investment etc. 
The choice of a particular method will obviously depend on the choice of economic criteria. 
3.1  Asset Valuation and Performance Monitoring 
As discussed earlier, the HC method does not provide any comparable rate base. The Steering 
Committee on National Performance Monitoring of GTEs (Australia) preferred the DV method as it 
provides comparable financial ratios. The major criticism against this approach is that it involves a 
circularity problem, especially when an entity would not replace an asset if deprived of it.  
Without going into details of these criticisms, it will suffice to say that the DV seems to serve the 
purpose for which it was prescribed, that is, a uniform mechanism for performance monitoring (ROA 
calculations) in the GTEs. The inconsistencies and the circularity argument may not pose a great 
problem, if the use of the DV method is limited to performance monitoring and ROA calculations 
only. For example, one of the inconsistencies in the DV procedure is in relation to the valuation of 
land. When land is held for continuous use, the value of the land would be: 
  max [ RC, NRV ]                (4) 
which is inconsistent with the DV valuation given in equation 3. In the case of an airport, however, 
under the Point Gourde method, the NPV is likely to be the same as the RC. 
The circularity problem arises where an entity would not replace an asset. The DV in these cases 
would be: 
  max [ NRV, NPV ]                (5) 
Which is likely to be influenced by monopoly prices? Where the aim of asset revaluation is to work 
out a competitive price for output, equation 5 is unable to achieve that aim. Valuation of assets under 
equation 5, affected as it is by monopoly rents, would lead to an increase in production costs which,   11
in turn, would further push up prices. The sum of the DVs for individual assets, in this case, will not 
match the collective DV.
10  
Moreover, if the specification that ‘where an entity would not replace an asset’
11 is interpreted as 
having surplus assets, then the DV would lead to unnecessary price increases due to depreciation 
charges on assets which are not required for the current level of output. For pricing purposes, the 
surplus and stranded assets should be assigned a zero value as they do not form any part of the inputs 
used in the provision of services. 
Another interpretation of the specification ‘where an entity would not replace an asset’ can be that if 
the RC is greater than either the NRV or the NPV, then the valuation would be as given by equation 
5. It is argued, in this case, that the NPV is free from monopoly rents. However, to be free from 
monopoly rents, the NRV or the NPV should be little more than scrap value of the sunk assets. This 
interpretation is supported by Ergas (1996, p.1). The DV, thus, sets an affective floor on the 
valuation of assets. 
In any case, where the aim is to calculate a comparable ROA, the DV will serve the purpose despite 
the circularity problem; as the circularity would be common to all entities being compared. The 
valuation of surplus and stranded assets at current prices will reduce the ROA in those entities where 
these assets constitute a higher percentage, thus indicating the unsatisfactory past investment 
decisions. 
In consideration of access applications, the optimised DV will identify the excess reserve. As a 
result, price can be determined on the basis of how much the owner will be deprived of by not using 
the excess capacity.
12 
There may be circumstances where the calculated ROA will not provide a meaningful efficiency 
comparison, especially when the level of monopoly rents and/or community service obligations 
(CSOs) differs between GTEs. To overcome this perennial problem of financial ratios, these 
                                                 
10  ibid, pp. 14-15. 
11  The Red Book, Review, p.10. 
12  In this case, the access seeker will pay a much lower price than what s/he would have paid by building the facility by 
her/himself. To charge a price equivalent to ‘do it your own’ price would have prevented an inefficient firm from 
entering. However, to charge a marginal cost, as defined in the text, would increase the level of capital utilisation.   12
measures are often supplemented by more price neutral measures, such as, total factor productivity 
(TFP)
13. 
3.2  Asset Valuation and Depreciation Charges 
With a fixed rate of depreciation, the amount of depreciation allowance will vary according to the 
value of assets written up or down. Depreciation on historical costs,
14 however, will remain constant 
over time. We briefly discuss below the merits and demerits of different valuation approaches in 
respect of depreciation charges. 
3.2.1  Depreciation on historical cost basis 
Investment in a risk free asset is analogous to investment in long term bonds. The bond gives an 
annual income (interest) over its life time and returns the capital at maturity. By the time the capital 
is returned, its real value might have depreciated substantially. The interest income earned over its 
life time, however, provides compensation for the loss of value to the bond holder.  
Similarly, an investment in a physical asset gives profit (EBIT) every year. The EBIT represents 
foregone interest income on the invested fund and a risk premium or reward for entrepreneurship. 
Unlike an investment in financial assets, the value of the physical asset at the end of its life reduces 
to almost zero (scrap value). To compensate for this loss, the owner of the physical asset is entitled 
to depreciation charges. The depreciation fund accumulated every year together with its interest 
income should not, in principle, exceed the book value of the asset. 
If depreciation is deducted on an inflated value of assets, as in equation 2, then the accumulated fund 
would exceed the required value of capital return analogous to the redeemed value of long term 
bonds. Depreciation on HC valuation, on the other hand, provides a ‘fair and reasonable’ rate of 
return to the service provider. It also provides certainty about the recovery of investment costs, an 
incentive necessary for continued investment in the business. 
The argument that depreciation charges under HC approach may fall short of the required fund to 
replace the existing capacity is flawed for at least two reasons. First, the argument implicitly assumes 
that the replacement prices are increasing and secondly, it assumes that future investment will 
depend on the accumulated depreciation fund. Neither of these assumptions is necessarily realistic. 
                                                 
13 See Rushdi A A (1995)   13
While technological advancement may make replacement cheaper than the existing assets, the 
decision to replace an asset will, in practice, depend on the expected profitability from the 
investment and the cost of fund. Internal funding is not an essential factor for investment while 
money can be sourced from the capital market. 
3.2.2  Depreciation on current cost basis 
While depreciation on historical cost basis ensures the recovery of investment costs, it provides a 
pro-investor stance where technological improvements reduce the RC below the HC. It is a pro-
consumer stance where RC is larger than historical costs. As compared to this, depreciation on the 
basis of RC places the risk of technological changes on the investor and ensures that consumers do 
not pay more than what they would in a competitive situation. 
In a competitive market, the difference between RC, NRV and NPV will be insignificant. In a 
monopoly market, however, they are likely to vary depending on the level of monopoly power. If an 
entity is compelled to depreciate on HC basis, where HC is less than NRV, it might prefer to sell the 
business and buy a new one that provides the same services but allows a larger depreciation 
allowance. 
3.3  Impact of Asset Valuation on Incentive for Investment 
From the perspective of a new entrant, pricing on the basis of HC is irrelevant. To decide whether to 
undertake an investment, the investor would probably look at the current value of the investment 
goods and the NPV of future income to be generated from the investment. In an inflationary world, 
the new comer will face a higher rate base than the incumbent and, as a result, will be disadvantaged 
in gaining market share. The RC valuation of the incumbent’s assets is said to remove this entry 
barrier. However, the mere introduction of the RC valuation approach will not encourage 
competition unless the incumbent can be forced to price on the basis of RC. This is, indeed, a very 
difficult task. If, on the other hand, technological advancement reduces the RC below HC, then the 
incumbent will be forced to revalue assets on the RC basis, so that it can compete on an equal 
footing. 
 
Does HC provide the right incentive for investment in a natural monopoly? 
                                                                                                                                                                    
14  Straight line depreciation.   14
In a natural monopoly, like capital city airports, the prospect of competition between two capital city 
airports is extremely unlikely. The same entity will expand or contract facilities according to 
movements in demand. There seems to be no reason why HC pricing should discourage new 
investment, given that the new investment is valued on a current cost basis. 
In the case of two utilities- old and new- supplying a single area, it is sometimes argued that under 
HC pricing, customers of an older entity will resist extension or renovations as these will increase 
the average cost of the service.
15 As noted in the previous paragraph, this is not a valid argument in 
the case of an airport. 
It is also argued that HC provides an incentive to choose an asset with the highest current cost since 
a larger rate base gives the potential for higher profit.
16 This is a criticism against ROR regulation 
and not specific to any particular valuation procedure. 
Is there any disincentive to introduce modern technology under HC? 
Under the HC procedure, both investors and customers are said to be protected against technological 
change and price risks. This is a double edged sword which can be used for and against the HC 
procedure at the same time. It may provide incentive to investors in the form of guaranteed cash 
flows and, at the same time, provide a disincentive to introduce modern technology. The disincentive 
arises where technological advances lead to a reduction in asset replacement costs. Hanging on to old 
assets, in such cases, would provide a larger rate base and result in a larger potential profit. 
In practice, however, once an investment is made, it becomes a sunk cost, no matter what valuation 
procedure is used. The disincentive will continue until the new investment can ensure an income 
sufficiently larger than the existing income to compensate for the loss of income as well as the cost 
of the new investment. 
In contrast, the DV procedure, by fully depreciating the asset at an early date (recovering the full 
amount of investment in dollar terms), may impede the replacement of technically obsolete capital 
equipment by newer equipment even though the long run marginal cost (LRMC) of the newer 
equipment is below that of the older equipment. 
                                                 
15  Lawrey(1994), p.27. 
16  ACCC(1996), p.41.   15
If technological progress in an industry is slow, as is the case with airports, then the disincentive may 
not do much harm. Moreover, there is no guarantee that the DV procedure, where an entity would 
not replace an asset, will ensure the introduction of modern technology. In such cases, technological 
advancement that reduced the RC will not affect the valuation of assets and therefore prices. 
Scrap valuation and incentive for investment 
King (1996, p.20) suggests that scrap valuation provides better allocative efficiency for existing sunk 
assets compared to HC. However, if the operator is allowed to recover only the scrap value then 
there is a clear disincentive for long term investment. That is, before the investment capital is 
actually sunk, investors will be hesitant to invest in a project that allows nothing more than the scrap 
value of assets. King acknowledges the existence of this problem but suggests that an investor was 
likely to be fully informed of the regulatory regime’s intention to allow the scrap value only. If s/he 
did not believe that the ROR is sufficient, even with the scrap value regulation, s/he would not have 
invested. He argues that an investor is like a punter who has taken the risk ‘to have his horse run 
last’. 
There is, however, a basic difference between a punter and an investor under regulatory regime. 
While the punter’s horse does have a chance of running first, the investor, under scrap value 
regulation, could not expect the recovery of investment cost unless there is a magical change of heart 
by the regulators. Kahn (1988, p.85) says that when short run marginal cost (SRMC) is less than 
average cost, it may not be the preferred option if it drives out competing firms which may have a 
lower LRMC.  
3.4  Major Findings in Section Three 
The major findings in this section are as follow: 
•  there is no generalised methodology for asset valuation; 
•  the DV method is more appropriate for ROR calculations, statutory reporting and performance 
monitoring purposes; 
•  the HC method provides a ‘fair and reasonable’ rate of return to the service provider. It also 
provides certainty about the recovery of investment costs;   16
•  the HC valuation provides a pro-investor stance where technological improvements reduce the RC 
below the HC. It provides a pro-consumer stance where RC is larger than historical costs; 
•  depreciation on the basis of RC places the risk of technological changes on the investor and 
ensures that consumers do not pay more than what they would in a competitive situation; 
•  the ODV (not just DV) is useful to determine surplus capacity in an entity and to determine access 
prices on the basis of how much the owner will be deprived of by not using the surplus capacity; 
•  there is no clear evidence that one or the other valuation approach is more conducive to 
competition; 
•  there is no clear indication that one or the other methods provide more incentives for investment 
or the choice of modern technology; and 
•  the scrap value method may provide allocative efficiency in the short run but may drive away 
competing firms which may have a lower LRMC. 
4.0  How to determine the Book Value of assets in a corporatised industry 
For most GTEs assets, the original HC valuation may not be available. At the time of corporatisation, 
all GTE assets (as a going concern) is expected to be  re-valued approximately equal to the 
replacement cost of the depreciated assets. If depreciation on the basis of historical cost is considered 
as a preferred option, consideration may be given to allow depreciation charges on the estimated 
value of depreciable assets (DA) at the time of corporatisation. This will involve some judgement in 
respect of the assumed life of DA and should be determined in consultation with the GTEs. 
Having treated the original investment as above, all subsequent investments should be optimised and 
preferably be recorded on the basis of the perpetual inventory method (PIM). Once the life of an 
asset is fully depreciated, no further depreciation on this asset should be allowed, nor should this 
asset be included in the asset base for the purpose of ROA calculations. All maintenance expenditure 
that extends the asset life should be capitalised.  
As the value of an asset is equal to the current cost of replacing the existing service potential of that 
asset, the impact of maintenance expenses should justifiably be reflected at the time of every 
revaluation of assets. The revaluation of assets, in fact, reflects two different items. First, 
maintenance of the existing service potential per annum and secondly, extension of economic life of   17
the asset. Unless the expected economic life of the asset is re-assessed at the time of revaluation, 
annual depreciation charges will amount to an over-recovery. 
4.1  Asset Valuation for Pricing Purposes 
The asset valuation procedure has a significant impact on the revenue requirements of a GTE. Price 
increases would be necessary to meet increased depreciation costs and to maintain a stipulated ROR 
on assets. Under this condition, it is likely that a firm would like to hang on to the HC method unless 
RC or DV method increases the rate base.  
4.2  The pragmatic option 
Discussion in the previous sections did not give any conclusion in respect of the choice of 
methodology for asset valuation. It was found that the HC approach provides a ‘fair and reasonable’ 
ROR on investment and ensures the recovery of funds. It is also easy to administer and to 
understand. However, the HC method ignores the underlying changes in asset prices and distorts the 
ROR calculations. In contrast, the DV method may leads to unnecessary cost escalations to 
consumers. 
Although the Government or the politicians may not like price changes with a target ROR, it is 
required to take into account the need to maintain investment and employment, including the 
influence of profitability on investment and employment.  It is desirable the Government considers 
the long term bond rate plus a risk premium while determining the target rate of return. For example, 
the Government is now paying 11.0 – 12.0 per cent on the risk free saving bonds. So the GTE should 
be expected to earn at least 14.0- 15.0 per cent to cover the risk associated with investment. 
4.3  The modified ODV method 
The proponents of the deprival value method preferred it as a uniform mechanism for ROA  
calculations. The main purpose of the whole exercise was to evolve a tool for performance 
monitoring of the GBEs. In order to apply the concept for pricing purposes, the following 
modifications should be made: 
•  all GTE assets should be optimised; 
•  the deprival value of assets, not of the firm, should be used;   18
•  all under-utilised assets should be written down and all stranded and surplus assets should be 
written off; and 
•  when RC is larger than NRV, NPV, only the salvage value of assets should be used. 
5.  Summary and Conclusions 
Broadly, two varieties of asset valuation methodologies have been discussed in this paper. First, the 
historical cost method and secondly, the deprival value method. Other varieties such as inflation 
adjusted historical cost and replacement cost methods discussed in this paper are either a surrogate or 
a supplement of the two.  
The discussion revealed that the deprival value method is fairly forward looking and removes the 
problems associated with inflation and technological advancements under the HC approach. As a 
result, the deprival value method is considered to be more appropriate for ROA calculations and 
performance monitoring of the GTEs. However, it is appropriate to supplement ROA measures with 
TFP measures to determine the relative performance of GTEs. 
While the deprival value method reflects the economic value of capital equipment used, it is 
considered inappropriate for determination of the revenue requirements of an entity. The deprival 
value method unnecessarily inflates the rate base for depreciation charges, thus leading to higher 
prices to consumers.  
This paper recommended the use a modified deprival value (MDV) for pricing purposes. The 
modification involves optimisation of assets and assigning a zero value to stranded and surplus 
assets. It also involves valuation of assets components, rather than the entity, thus removing the 
circularity problem. The paper also recommends that assets, once fully depreciated, should be 
assigned a zero value although its productive life may not be over. Moreover, the part of the 
maintenance expense that extends the economic life of assets should be capitalised. 
In most cases, the MDV will be the same as the RC. In cases where the RC is greater than the net 
resale value of assets or the NPV, only the salvation value of assets should be used. 
While the HC method provides a ‘fair and reasonable’ return to the operator and constrains price 
increases to consumers, it is not considered economically efficient.   19
There is no evidence that a particular approach for asset valuation is more or less conducive to 
competition. Moreover, there is no clear indication that one or the other methods would provide 
more incentive for investment or the choice of technology in the case of long life assets. 
As far as allocative efficiency is concerned, it was observed that the scrap value method may provide 
allocative efficiency in the short run but may drive away competing firms which may have a lower 
long run marginal cost. 
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